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BellSouth’sinpuls lmprope,iydouble-countInflatl~n

Q HOW DO BELLSOUTH’S CALCULATIONS OF LOOP COSTS

IMPROPERLY DOUBLE COUNT THE EFFECTS 01?

INFLATION?

A The cost of capitalemployed by BellSouth, this Commission, andMr

Hirshleifer are ‘nominal” costs of capital Nominal costs of capital

compensateinvestors not only for the time value of moneyandbusiness

and financial risk, but also for the effects of inflation. BellSouth’s

proposedpricesdouble countinflation by

• Using a’ unit-cost inflation factor that IS applied to the matetia
investmentgeneratedby theBSTLM; and ‘ . ., . ‘ ‘

,. Updating the unit costs for material and labo~from what was
previOuslydeterminedby this~Coxnmission. ‘ . .‘ ‘‘ ‘ ‘ ‘‘

Q. .. ‘ WHY DOES USE OF THE INFLATION FACrOR BY ‘

BELLSOUTHDOUBLE COUNTTHEEFFECTSOFINFLATION?

A ThecostofcapitalthatMr Hirshleiferhasdeveloped,whichweincluded

in our restatementof the BellSouth models alreadyaccountsfbr the

effectsof inflation. Specifically,the‘costs of debtandequity thatMr....’.

Hirsbleifer developedfrom financial market data already include a

component that compensatesILEC investorsfor the loss in purchasing

powerof their investedcapital that would otherwisebe causedby the

effectsof inflation (thus~Mr. Hirshleifer developeda nominal,cost Of

capitalasopposedto a“real” costofcapital,whichis thenominalcostof ‘‘ .

capitalminus therateof future inflation anticipatedby debt andequity
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investors) Furthermore,the cost ofcapital previously adopted by the

2 Florida PSC in its prior procecdh~gswas also a nominalcost of capital,’

3 meaning It was high enoughto compensateILECs for the effects of

4 inflation. Any otheradjustment for inflation,outsideof thecostofcapital,

5 includestheeffectsofinflation twicein the capitalcomponentofthecost

6 basedpricesthat BellSouthproposes

7 Q WHY DOES BELLSOUTH’S UPDATING OF THE MATERIAL

8 AND LABOR COSTS, FROM WHAT HAS BEEN PREVIOUSLY

9 DETERMINED BY THIS COMMISSION, DOUBLE COUNT THE

10 EFFECTSOF INFLATION?

11 A We understandthat the capital cost componentsof the various annual

12 recurring costspreviouslyadopted by this Commission in the UNE and

13 ‘ USF oasesweredevelopedby applying a nominal costof capital to the

14 , forward-ldoldng investment.Thus,thesecostswerehigh enoughto offset

15 thefutureeffectsof inflation. Allowing BellSouthto adjustthe unitprices

16 and labor rates it uses to develop investments in this proceeding

17 effectively compensatestheILECs twicefor theeffectsofinflation, once

18 as partofthenominal costofcapital andagainby inflating theinvestment

19 ‘ baseto which thenominal costofcapitalis applied. ‘
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Q WHY DO THE PARTIES RELY ON NOMINAL COSTS OF

CAPITAL (ONES TEAT INCLUDE COMPENSATION FOR

INFLATION RATBER.TEANREAL COSTSOF CAPITAL (ONES’.’

TEAT DO NOT INCLUDE COMPENSATION FORINFLATION)?

A Use of the nominal cost of capital is the most straightforwardapproach,

because(as Mr Wushleifhrdiscussesin his testimony)nominal costsof’

capital can be deriveddirectly from data observablein financial markets

But if nominalcostsof capital areemployed,umt prices for materialand

labor usedto developthetotal networkinvestmentmustbe lockedin at

the levels initially establishedby theCommission. An alternativeis to

apply the real cost of capital to investment levels that are allowed to

increase’with inflation. While conceptually ‘more consistentwith tho’ .

competitivemarketstandard,sucheli approachis moreunwieldy because. ‘ ‘

it would require,the Commission to esthuatea i~ealcost of capital; In’: ‘ ‘‘ ‘ ‘.

addition,tins appitiach wouldrequire that UNE ratesincreaseeachyearto

reflect theeffectsof inflation ontheunderlying investments ‘What clearly

IS inappropriateis to apply the nominal cost of capitøl to network •‘~ , ‘. .‘

investmentlevelsthatalso areallowed to increaseto reflecttheeffectsof
inflation because,as we statedabove, BellSouth: would thereby be

compensatedtwicefor theeffectsof inflation.
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‘ Q. CAN YOU PROVIDE A SIMPLE EXAMPLE OF THESE TWO •

2 ALTERNATIVE METHODS OF CAPITAL RECOVERY?

3 A. ‘ Consideranexamplewith aninitial inveitnientof $1,000,000employing ‘ ,

. ‘~ ,. . the,fullowingassumptions: ‘‘ ‘ .. ‘ ‘,, .

$ • Econonuchfeisloyears,

‘

.

‘ 6 , • Nominalcostofeapital.isl0%;’, ‘ ‘ . ‘ ,

7. . , • Inflationrate is 4%~” ‘ .‘ : ‘ ‘ . ‘ ‘

‘

,

8 . • Realcostofcapitalis 5.77%(1.10/ 1,04-1’.). , , , ,

.9 These assumptionsleadto thefollowing two costrecoverypatternsthat,.

‘10 over the life of an asset,have.,a presentvalue equal,tothe initial’

. 11. , ‘ investmentin theasset.Exhibit JCD/BFP-4illustratesthat calculatingan

12 . annuity basedon the nominal cost of capital fully recoversthe initial,

13 ‘ $1,000,000investment over the 10-year period. The exhibit also

14. , , illustratesthatcalculatinganannuity basedon thereal costof capital,and ‘

IS ‘ then inflating the annuity eachyear at the appropriateinflation rató,

.16 similarly fully reóoversthe Initial $1,000,000investmentoverthe l0~,year.

17 . period. Undereitherapproach,thenominal discountrateisappropriate

18 ‘ , becausethecashflowsbeingdiscounted(shown’inthe“InflatedAnnuity”.

19 column) alreadyreflect the effects of inflation. Exhibit JCD/BFP-5 , .

20 illustratesthesetwo recoverypattern. The abovechartshelp to illustrate ‘

21 • the point thatboth costrecovery.patternsresultin thesameprisent value

22 . , at theend oftheasset’slife. However,it is obviousthatusing’thenominal’ .

23 ‘ costof àpitalallows BellSouth to recover more of its initial investment.
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earlierin the assets life than usingthe real costof capital. Therefore~if

BellSouth is allowed to submit newmaterialandlaborpricesbeforeyear

10, say in year 5, BellSouth will have overrecoveredthe appropriate

amountofinvestmentoverthistimeperiod.

The inflation double-count in BelISouth~sapproachis illustrated m the

example in Exhibit JCD/BPP-6,which assumesthat BellSouth usesa

nominalcostofcapital ~ seeksnewTiNE rateseachyearto reflect the

effectsof inflation onassetandlaborunitpnces

Exhibit JCD1BFP6 showsthat underBellSouth’s approach, itwould over

recoverits initial investmentby more than 21 percentif it wereallowedto

usethenominal costofcapital~ adjust thematerial andlabor pricesfor

the effectsof inflation. The charts in Exhibit JCD BFP-7 also help to

illustrate this pol~t . , ‘‘ .‘ ‘ “ ‘‘ ‘ . , , ‘

The solid lines on thechartsin Exhibit JCD,~FP-7are both sufficient to

allow BellSouth to recoverits investmentandearn its cost of capital

Thus, thechartsshowthatBellSouth’s proposedapproach,representedby

the dashedlines, would allow it to recovermore than thetrue economic

costoftheasset The differencebetweenthetwo setsofhnesoneachof

the abovegraphs illustrates the amountof BellSouth’s over-recoveryin ‘

each year, under the assumptionswe have employed, if BellSouth is

allowedboth to useanominal costof capital ~ to inflate the underlying

unit prices
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1 Q WHAT ARE THE IMPLICATIONS OF THIS DISCUSSION FOR

2 THE COST CALCULATIONS THAT THE COMMISSION MUST

3 MAKE IN THISPROCEEDING?

4 A The Commissionmustcalculatethecapitalcomponentof recurnng costs

5 i~a mannerthat avoids compensatingBellSouthtwice for inflation As

6 notedabove,this canbe done ~ (I) by using thepreviously-adopted

7 material unit prices and labor rates in establishingthe total network

S investment andapplying theappropriate nominalcostofcapital,or (2)by

9 usingcurrentmaterial unit pricesandlabor ratesandapplying the real cost

10 of capital (which also then requires that TiNE rates be adjustedin

11 subsequentyearsto reflecttheeffectsof inflation on underlyingmaterial

12 and labor unit prices). Becausereal costs of capital aredifficult to , .

13 ‘ , calculate’withprecision, and becausethe TiNE prices thathavebeenin

14 effectthepast severalyeaaswerebasedon anominalcostofcapital,we

15 would recommendthat the Commissioncontinue to calculatethe capital

16 componentof recurringcostsby employinganominalcostof capitaland

17 . ‘thatit “hick in” itspreviously-adoptedmaterialunit pricesandlabor rates.”

1,8 ‘ ‘ ThisCommission’sUSF decisionsimilarly recognizedthat “Indexingmay ‘

19 ‘ be appropriate, for example,in a contract arbitration,but not in this

20 proceeding.” (OrderNo. 980696-17,pg. l~57)Indexing is similarly not

21 appropriatein this proceeding.
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Q. WHICH MATERIAL AND ~, UNIT PRICES.. THAT THIS

COMMISSXON ‘HAS I~REVIOUSLY ADOPTED’ DO YOU

RECOMMEND?, ‘‘ ‘ ‘,:

A.: ‘We reccinxnendthat’this Commissionrely on themetâialandunit prices

it adoptedin theUSF proceedingDocketNo 98069617

Q WHY DO YOU RECOMMEND USING THE COMMISSION’S

DECISION ‘IN TEE US~PROCEEDING? ,, :. ,,

A This USP decisionspecifiedthe inputsappropriatefor BellSouthin the

.sBCPM. Therearethreeprimaryreasonswhywefeel it is appropriateto

employtheseunit-costinputsto modif~’theBSTLM

• Both the BCPM and the BSTLM puiport to estimatethe fotward.
looking cost of providing TiNEs usingcurrent tC’chiiôlogies,so the’
theoteticál frameworks‘for the two cost proxy models ‘should be

‘similar; , , ‘

• Manyof the inputs in the BSTLM are similar or directly equivalent
(exceptfor DLC equipment which’ we describebelow) to the inputs
usedin theBCPM sothe inputsareeasilytransferable;and’ ‘‘‘

• ‘BellSouth sponsoredthe’BCPMin the, UniversalServicedocket and
the Commission’s decisiOns consideredBellSouth’s evidence on~::
inputs in that docket. , ‘ ‘ ‘: ‘ , ,, ‘ ‘ ‘,,

For thesereasons,webelievethat theseInputs canbe usedin theBSTLM’.

withouttheneedtore-litigateunit cost inputs that this Commissionhas

alreadyadopted. ‘ ‘ , , : ‘ ‘ ‘ ‘

1

2

3

‘4’

5

6

7’

S

‘‘9

1.0

11:
12
13
14

15
16
17

I’S’

20

21

22

23

23



Docket990649-TP
Witness: Donovan/Pitkin

Exhibit No. (JCD/BFP-4
Page: 1 of 1

3

7

162745

~

N/A

.~

162,745

.,

0.4241

.~

69020

.

134386 14233

.

191274

~

.

04241
._

81119

~

I.

162,745 NIA 162,745 0.7513 122,273

162,745 N/A 162.745 0.6209 101,052

162,745 N/A 162,745 0.5132

134386 11249 151 166 07513 113574

134386 12167 163502 06209 101522

83,514 134386 13159 176843 05132 90,749



Docket990649-TP
Witness: DonovanlPitldn

Exhibit No. (JCDIBFP-5)
Page: Iüf 2

Annuity

200,000

240,000

220.000

200,000

0

180,000 ~

— — —

060,000 ~.——•_‘_‘%~_ ‘ , ,

140.000.—

120,000

100,000
I 2 3 4 5 6 7 8 0 10

Year

Nomina%Coat~tCapital — Re~lCostofC0ploJ



Docket990649-TP
Witness: Donovan/Pitkiu

Exhibit No. (JCD/BFP-5)
Page: 2of 2

Cumulative Present Value of Annuity

100,000 ~.—

‘1 2 3 4 0 6 7 8 9 10

Year

_____ —No~4~CostatCap3al —_Re~C,~afCa~I~



~d

n~z



Dot~ket990649-TP
Witness: Donovan/Pitkin

Exhibit No. @cDJBFP-7)
Page: lof2

Annuity

260.000

240,000

220.000

200.000

180.000 ~ .-.

8 ~

140,000

120,000

100,000
1 2 3 4 5 6 7 8 9 10

Year

[II Nom oatCost or Capital — — Nom sal Cost or CapitalPlac kiflalion Il]



arqavplJt14,J n91113JarnIt3~NIJIIL1~— — M~,2vI’~:v/ti— J

01 t ii 1 ‘I U 1’, 0 I
~ 000’08I

— , . 000001

ltflflhlhly

I
(L ~DTflhcTflt)“~ - ‘Uhl 4IqIIJa:~
IInhlJd/hlh!at}hTIIa c53ITflM
.1.Li4’9I,1~Vflflh~t,~


